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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to help you identify the significant business risks that may result
in the material misstatement of your client’s financial statements.
This Alert provides CPAs with an overview of recent economic,
business, regulatory, and professional developments that may affect the audits and other engagements they perform.
This publication is an Other Auditing Publication as defined in
AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior technical committee of
the AICPA.
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Robert Durak, CPA
Director
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Audit Risk Alert—2005/06
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits.
The knowledge delivered by this Alert assists you in achieving a
more robust understanding of the business and economic environment in which your clients operate. This Alert is an important
tool in helping you identify the significant business risks that may
result in the material misstatement of your client’s financial statements. Moreover, this Alert delivers information about emerging
practice issues and current accounting, auditing, and professional
developments.
References to Professional Standards. When referring to the professional standards, this Alert cites the applicable sections of the
codification and not the numbered statements, as appropriate. For
example, Statement on Auditing Standards (SAS) No. 54 is referred to as AU section 317 of the AICPA Professional Standards.
Help Desk—See the AICPA Audit Risk Alert Independence
and Ethics Alert—2005/06 (product no. 022476kk) for a thorough discussion of recent developments and key issues in the
area of independence and ethics.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB
Developments—2005/06 (product no. 022496) for a thorough
discussion of recent Securities and Exchange Commission
(SEC) and Public Company Accounting Oversight Board
(PCAOB) developments.

AICPA Industry Audit Risk Alerts

To help auditors understand the relevant industry, regulatory, and
other external factors, as well as business risks affecting their
clients, the AICPA has developed industry-specific Audit Risk
Alerts that can be used in conjunction with this Alert. The current list of AICPA Alerts and product numbers is presented
1

below. To obtain these Alerts, call the AICPA at (888) 777-7077
or go online at www.cpa2biz.com.
1. Auto Dealerships Industry Developments (product no.
022446kk)
2. Construction Contractors Industry Developments (product no. 022316kk)
3. Bank, Credit Union, and Other Depository and Lending
Institution Industry Developments (product no. 022296kk)
4. Employee Benefit Plans Industry Developments (product
no. 022415kk)
5. Government Auditing Standards and Circular A-133 Audits (product no. 022454kk)
6. Health Care Industry Developments (product no. 022346kk)
7. High Technology Industry Developments (product no.
022406kk)
8. Independence and Ethics (product no. 022476kk)
9. Insurance Industry Developments (product no. 022356kk)
10. Investment Companies Industry Developments (product
no. 022366kk)
11. Manufacturing Industry Developments (product no.
022376kk)
12. Not-for-Profit Organizations Industry Developments
(product no. 022425kk)
13. Real Estate Industry Developments (product no. 022396kk)
14. Securities Industry Developments (product no. 022386kk)
15. State and Local Governmental Developments (product no.
022435kk)
In addition the AICPA publishes the Compilation and Review
Alert—2005/06 (product no. 022306kk).
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New Pronouncements and Other Guidance
Recent Auditing and Attestation Pronouncements
and Related Guidance

Presented below is a list of auditing, attestation, and related guidance issued since the publication of last year’s Alert. For information
on auditing and attestation standards, quality control standards, and
related guidance that may have been issued subsequent to the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org/members/div/auditstd/technic.htm and the PCAOB
Web site at www.pcaobus.org (public company audits only).
You may also look for announcements of newly issued standards
in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA’s Auditing Standards team and available at www.aicpa.org/members/
div/auditstd/opinion/index.htm.
AICPA Auditing Interpretation
No. 1 of AU section 328, Auditing
Fair Value Measurements
and Disclosures
AICPA Auditing Interpretation
No. 1 of AU section 332, Auditing
Derivative Instruments, Hedging
Activities, and Investments
in Securities
(July 2005)
(Applicable to audits conducted
in accordance with generally
accepted auditing standards
(GAAS))

AICPA Auditing Interpretation
No. 1 of AU section 625, Reports
on the Application of Accounting

“Auditing Interests in Trusts Held by a
Third-Party Trustee and Reported at Fair Value”
“Auditing Investments in Securities Where a
Readily Determinable Fair Value Does Not Exist”
These Interpretations clarify that simply
receiving a confirmation from a third party
(including a trustee) does not in and of itself
constitute adequate audit evidence with
respect to the valuation assertion of interests
in trusts or investments in securities. The
Interpretations also reiterate the responsibility
of management to institute accounting and
financial reporting processes for the
determination of fair value measurements.
According to the Interpretations, if the
auditor is unable to audit the existence or
measurement of interests in investments in
securities at the financial statement date, the
auditor should consider whether that scope
limitation requires the auditor to qualify his
or her opinion or disclaim an opinion.
“Requirement to Consult With the
Continuing Accountant”
This Interpretation provides guidance on
(continued)
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Principles (January 2005)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Auditing Interpretation
No. 12 of AU section 623,
Special Reports
(amended January 2005)
(Applicable to audits conducted
in accordance with GAAS)

AICPA Auditing Interpretation
No. 14 of AU section 623,
Special Reports
(amended January 2005)
(Applicable to audits conducted
in accordance with GAAS)

AICPA Auditing Interpretation
No. 15 of AU section 623,
Special Reports
(January 2005)
(Applicable to audits conducted
in accordance with GAAS)

AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements
(December 2004)
(Applicable to audits conducted
in accordance with GAAS)
AICPA Technical Practice
Aid 9070.05
(August 2005)
(nonauthoritative)

how an “advisory accountant” can overcome
the presumptive requirement to consult
with a continuing accountant.
“Evaluation of the Appropriateness of
Informative Disclosures in Insurance
Enterprises’ Financial Statements Prepared
on a Statutory Basis”
This Interpretation clarifies that financial
statements prepared on a statutory basis are
financial statements prepared on a
comprehensive basis of accounting other
than generally accepted accounting principles
(GAAP) and provides general guidance on
disclosures necessary for financial statements
prepared on an other comprehensive basis
of accounting.
“Evaluating the Adequacy of Disclosure and
Presentation in Financial Statements
Prepared in Conformity With an Other
Comprehensive Basis of Accounting
(OCBOA)”
This Interpretation provides guidance on
necessary disclosures for financial statements
prepared on an other comprehensive basis
of accounting.
“Auditor Reports on Regulatory Accounting
or Presentation When the Regulated Entity
Distributes the Financial Statements to
Parties Other Than the Regulatory Agency
Either Voluntarily or Upon Specific Request”
This Interpretation provides illustrative
language for an auditor’s report prepared on
a regulatory basis of accounting prescribed
by a regulatory agency, where the financial
statements are not prepared solely for filing
with that agency.
“Reporting on Attestation Engagements
Performed in Accordance With Government
Auditing Standards”
This Interpretation provides illustrative
language for an attestation report for
engagements performed pursuant to generally
accepted government auditing standards.
“Consideration of Impact of Losses From
Natural Disasters Occurring After Completion
of Audit Field Work and Signing of the
Auditor’s Report But Before Issuance of the
4

AICPA Technical Practice
Aid 8345.01
(September 2005)
(nonauthoritative)
AICPA Technical Practice
Aid 8345.02
(September 2005)
(nonauthoritative)
AICPA Practice Alert 2005-1
(September 2005)
(Nonauthoritative)

PCAOB Staff Questions
and Answers
(Various dates)
(Applicable to audits conducted
in accordance with PCAOB
standards)

AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

Auditor’s Report and Related Financial
Statements”
“Audit Considerations When Client Evidence
and Corroborating Evidence in Support of
the Financial Statements Has Been Destroyed
by Fire, Flood, or Natural Disaster”
“Considerations When Audit Documentation
Has Been Destroyed by Fire, Flood, or
Natural Disaster”
Auditing Procedures With Respect to Variable
Interest Entities
The purpose of this Practice Alert is to
provide guidance to auditors in planning
and performing auditing procedures with
respect to variable interest entities.
1. Auditing Internal Control over Financial
Reporting. The PCAOB has issued two
sets of questions and answers in 2005
relating to the issuance of PCAOB No. 2,
An Audit of Internal Control Over
Financial Reporting Performed in
Conjunction With an Audit of Financial
Statement: question 37, and questions 38
through 55.
2. Attest Engagements Regarding XBRL
Financial Information Furnished Under
the XBRL Voluntary Financial Reporting
Program on the Edgar System.
The Auditor’s Guide to Understanding
PCAOB Auditing Standard No. 2
This publication walks an auditor through
all the key requirements of PCAOB Auditing
Standard No. 2 and provides insight and
analysis on what those requirements mean.
SAS No. 70 Reports and Employee Benefit Plans
This publication provides guidance on the
use of Statement on Auditing Standards
(SAS) No. 70 reports in audits performed in
accordance with GAAS. In addition, this
publication includes checklists and forms to
help implement the guidance.
Illustrative Disclosures on Derivative Loan
Commitments
This Practice Aid provides illustrations of
(continued)
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AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

Accounting Trends & Techniques
(nonauthoritative)

Accounting Trends & Techniques
(nonauthoritative)

Guidance on Management
Override of Internal Controls
(nonauthoritative)

AICPA Toolkit
(nonauthoritative)

AICPA Toolkit
(nonauthoritative)

disclosures of derivative loan commitments
in accordance with the reporting and disclosure
guidance cited in SEC Staff Accounting
Bulletin No. 105, Application of Accounting
Principles to Loan Commitments.
Auditing Recipients of Federal Awards: Practical
Guidance for Applying OMB Circular A-133,
third edition
This new edition covers the 2003 revision to
Government Auditing Standards. It includes
a CD-ROM containing detailed programs
and checklists to assist in the audits of
entities that receive federal assistance.
Employee Benefit Plans
This publication provides extensive illustrative
financial statements and note disclosures for
employee benefit plans.
Not-for-Profit Organizations
This publication provides extensive illustrative
financial statements and note disclosures for
not-for-profit organizations.
Management Override of Internal Controls:
The Achilles’ Heel of Fraud Prevention—
The Audit Committee and Oversight of
Financial Reporting
This guidance is available through the
AICPA Audit Committee Effectiveness
Center at www.aicpa.org/audcommctr
(go to “Spotlight Area”).
The AICPA Audit Committee Toolkit:
Not-for-Profit Organizations
This toolkit provides a comprehensive set of
best practices for audit committees of notfor-profit organizations to help them carry
out their responsibilities effectively. The notfor-profit toolkit covers governance topics
ranging from increasing the usefulness of the
audit committee charter and hiring the chief
audit executive to conducting an executive
session and evaluating independent auditors.
It is available through the AICPA Audit
Committee Effectiveness Center at
www.aicpa.org/audcommctr/toolkitsnpo/
homepage.htm.
The AICPA Audit Committee Toolkit:
Government Organizations
This toolkit covers a variety of governance
6

Statutory Framework
(May 2005)
(nonauthoritative)

topics, including conducting an executive
session, discussions to expect from the
independent auditor, peer review of CPA
firms, evaluating independent auditors,
fraud, and internal controls. It is available
through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/
audcommctr/toolkitsgovt/homepage.htm.
A Statutory Framework for Reporting
Significant Deficiencies in Internal Control
to Insurance Regulators
This Framework provides auditors of
insurance company financial statements
with an overview of recent regulatory
developments that may affect the engagements
and audits they perform.

As necessary, auditors should obtain and understand the complete text of the applicable standards and other guidance. You
should visit the applicable Web site for complete information.
Auditing Standards Available on AICPA and
PCAOB Web Sites
The standards and interpretations promulgated by the AICPA
Auditing Standards Board (ASB) are available free of charge by
visiting the AICPA Audit and Attest Standards Team’s page at
www.aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm.
Members and nonmembers alike can download the auditing, attestation, and quality control standards by either choosing a section
of the codification or an individual statement number. You can also
obtain copies of AICPA standards and other guidance by contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
Also, the PCAOB has published its interim standards for audits
of public companies on its Web site (www.pcaobus.org).
Recent Accounting Pronouncements and Related Guidance

Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
For information on accounting standards issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at
7

www.aicpa.org, and the Financial Accounting Standards Board
(FASB) Web site at www.fasb.org. You may also look for announcements of newly issued standards in the CPA Letter and
Journal of Accountancy.
FASB Statement of Financial
Accounting Standards No. 152
(December 2004)

FASB Statement No. 153
(December 2004)

FASB Statement No. 123(R)
(December 2004)

Accounting for Real Estate Time-Sharing
Transactions—an amendment of FASB
Statements No. 66 and 67
This Statement amends FASB Statement
No. 66, Accounting for Sales of Real Estate,
to reference the financial accounting and
reporting guidance for real estate timesharing transactions that is provided in
AICPA Statement of Position (SOP) 04-2,
Accounting for Real Estate Time-Sharing
Transactions. This Statement also amends
FASB Statement No. 67, Accounting for Costs
and Initial Rental Operations of Real Estate
Projects, to state that the guidance for
(a) incidental operations and (b) costs incurred
to sell real estate projects does not apply to
real estate time-sharing transactions. The
accounting for those operations and costs is
subject to the guidance in SOP 04-2.
Exchanges of Nonmonetary Assets—an
amendment of APB Opinion No. 29
This Statement amends Accounting Principles
Board (APB) Opinion No. 29, Accounting for
Nonmonetary Transactions, to eliminate the
exception for nonmonetary exchanges of similar
productive assets, and replaces it with a general
exception for exchanges of nonmonetary assets
that do not have commercial substance. A
nonmonetary exchange has commercial
substance if the future cash flows of the
entity are expected to change significantly
as a result of the exchange.
Share-Based Payment
This Statement is a revision of FASB Statement
No. 123, Accounting for Stock-Based Compensation;
it supersedes APB Opinion No. 25, Accounting
for Stock Issued to Employees, and its related
implementation guidance. This Statement
focuses primarily on accounting for transactions
in which an entity obtains employee services
in share-based payment transactions. It
establishes standards for the accounting for
8

FASB Statement No. 154
(May 2005)

FASB Interpretation No. 47
(March 2005)

FASB EITF Issues
(Various dates)
FASB Staff Positions
(Various dates)

AICPA Statement of
Position 05-1
AICPA Technical Practice
Aid 1200.06-1200.15
(February 2005)
(Nonauthoritative)

transactions in which an entity exchanges its
equity instruments for goods or services. It also
addresses transactions in which an entity incurs
liabilities in exchange for goods or services
that are based on the fair value of the entity’s
equity instruments or that may be settled by
the issuance of those equity instruments.
Accounting Changes and Error Corrections—
a replacement of APB Opinion No. 20 and
FASB Statement No. 3
This Statement replaces APB Opinion No. 20,
Accounting Changes, and FASB Statement
No. 3, Reporting Accounting Changes in
Interim Financial Statements—an amendment
of APB Opinion No. 3, and changes the
requirements for the accounting for and
reporting of a change in accounting principle.
This Statement applies to all voluntary
changes in accounting principle. It also applies
to changes required by an accounting
pronouncement in the unusual instance that
the pronouncement does not include specific
transition provisions.
Accounting for Conditional Asset Retirement
Obligations—an interpretation of FASB
Statement No. 143
This Interpretation clarifies that conditional
asset retirement obligations describes a legal
obligation to perform an asset retirement
activity in which the timing and/or method of
settlement are conditional on a future event
that may not be under the entity’s control.
Go to www.fasb.org/eitf/ for a complete list
of EITF Issues.
Go to www.fasb.org/fasb_staff_positions/
for a complete list of FASB Staff Positions
(FSPs). Some of the recently issued FSPs
address issues relating to FASB Statements
No. 143 and No. 150, among others, as well
as to FASB Interpretation No. 46(R).
Accounting by Insurance Enterprises for
Deferred Acquisition Costs in Connection With
Modifications or Exchanges of Insurance Contracts
“Accounting by Noninsurance Enterprises
for Property and Casualty Insurance
Arrangements That Limit Insurance Risk”
(continued)
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AICPA Technical Practice
Aid 5400.05
(September 2005)
(Nonauthoritative)
AICPA Technical Practice
Aid 6930.09
(August 2005)
(Nonauthoritative)
AICPA Technical Practice
Aid 6930.10
(August 2005)
(Nonauthoritative)

“Accounting and Disclosures Guidance for
Losses from Natural Disasters—
Nongovernmental Entities”
“Accounting and Disclosure Requirements
for Single-Employer Employee Benefit Plans
Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003”
“Accounting and Disclosure Requirements
for Multiemployer Employee Benefit Plans
Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003”

Recent FASB EITF Issues and FSPs
The FASB is very active in issuing Emerging Issues Task Force
(EITF) Issues and FASB Staff Positions (FSPs). Auditors should
visit the FASB Web site to stay abreast of these many issues and
understand those accounting requirements that may pertain to
their client’s financial statements. Listed below are selected EITF
Issues and FSPs that have been issued recently and may have a
broad interest.
EITF Issue or FSP
EITF Issue No. 01-9
EITF Issue No. 03-1
EITF Issue No. 03-13

EITF Issue No. 04-1
EITF Issue No. 04-5

EITF Issue No. 04-10
EITF Issue No. 04-13

Title
“Accounting for Consideration Given by a Vendor to a
Customer (including a reseller of the vendor’s products)”
“The Meaning of Other-Than-Temporary Impairment
and its Application to Certain Investments”
“Applying the Conditions in Paragraph 42 of FASB
Statement No. 144 in Determining Whether to Report
Discontinued Operations”
“Accounting for Preexisting Relationships between the
Parties to a Purchase Business Combination”
“Investor’s Accounting for an Investment in a Limited
Partnership When the Investor Is the Sole General
Partner and the Limited Partners Have Certain Rights”
“Determining Whether to Aggregate Operating Segments
That Do Not Meet The Quantitative Thresholds”
“Accounting for Purchases and Sales of Inventory with
the Same Counterparty”
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FSP 150-5

FSP FIN 46(R)-5
FSP APB 18-1

“Issuer’s Accounting under Statement 150 for Freestanding
Warrants and Other Similar Instruments on Shares that
are Redeemable”
“Implicit Variable Interests under FASB Interpretation
No. 46(R)”
“Accounting by an Investor for its Proportionate Share
of Accumulated Other Comprehensive Income of an
Investee Accounted for under the Equity Method in
Accordance with APB Opinion No. 18 upon a Loss of
Significant Influence”

Recent AICPA Independence and Ethics Pronouncements
The AICPA Independence and Ethics Alert—2005/06 (product
no. 022476kk) contains a complete update on new independence
and ethics pronouncements. This Alert can be obtained by calling
the AICPA at (888) 777-7077 or going online at www.cpa2biz.com.
Readers should obtain that Alert to be aware of independence
and ethics matters that will affect their practice.
Recent SEC and PCAOB Developments
The AICPA SEC and PCAOB Alert—2005/06 (product no.
022496kk) contains a complete update on new SEC and PCAOB
pronouncements and other issuances. This Alert can be obtained
by calling the AICPA at (888) 777-7077 or going online at
www.cpa2biz.com. Readers should obtain that Alert to be aware
of SEC and PCAOB matters that may affect their engagements.

Understanding the Entity and Its Environment and
Assessing Risks
An auditor should obtain an understanding of relevant industry,
regulatory, and other external factors. These factors include:
• Industry conditions;
• The regulatory environment encompassing, among other
matters, relevant accounting pronouncements;
• The legal and political environment; and
11

• Other external factors, such as general economic conditions.
The industry in which the entity operates may be subject to specific risks of material misstatement arising from the nature of the
business, the degree of regulation, or other external forces (for example, political, economic, social, technical, and competitive).
The auditor should obtain an understanding of the entity’s objectives and strategies, and the related business risks that may result
in material misstatement of the financial statements. Business
risks result from significant conditions, events, circumstances, actions, or inactions that could adversely affect the entity’s ability to
achieve its objectives and execute its strategies, or through the setting of inappropriate objectives and strategies. An understanding
of business risks increases the likelihood of identifying risks of
material misstatement. However, the auditor does not have a responsibility to identify or assess all business risks. Most business
risks will eventually have financial consequences and, therefore,
an effect on the financial statements. However, not all business
risks give rise to risks of material misstatement.
After gaining an understanding of the entity and its environment,
the auditor needs to make risk assessments at the financial statement and relevant assertion levels based on that understanding.
Presented in this Alert are current business, economic, regulatory,
accounting, and auditing matters that may affect your clients.
Reading about these matters and properly addressing them as
necessary will help you gain a better understanding of your
client’s environment, will help you better assess risks of material
misstatement of the financial statements, and will ultimately
strengthen the integrity of your audits.

Present Business and Economic Developments That
May Affect Your Audits
Rising Interest Rates, Rising Energy Costs, Rising Debt Levels,
and a Softening Housing Boom

A number of serious threats to the economy and business environment exist. They include:
12

• Rising interest rates. Remember that approximately half of
all U.S. corporate debt outstanding has floating interest
rates. Moreover, trillions of dollars worth of derivatives
exist, many of which are based on interest rates.
• Soaring gasoline prices, which threaten a key pillar of the
U.S. economy—consumer spending.
• Dangerously high and rising consumer debt levels.
• A softening housing boom in some markets.
Although the economy has been performing nicely, these threats
could derail economic growth, possibly affecting your client’s
business and therefore possibly affecting the risks on your audit.
Viability and Liquidity Risks
You should be alert to economic and business conditions and
events that, when considered in the aggregate, indicate that there
could be a substantial negative effect on your client’s financial
condition, including a substantial doubt about your client’s ability to continue as a going concern.
What Are the Risks or Issues?
• An entity’s sensitivity to
negative changes in
economic conditions
can often result in
business failure.

What Are Some Auditing Considerations?
• Be alert to (1) negative trends, such as recurring
operating losses or working capital deficiencies;
(2) financial difficulties, such as loan defaults or
denial of trade credit from suppliers; (3) internal
matters, such as substantial dependence on the
success of a particular product line; or (4) external
matters, such as legal proceedings or loss of a
principal supplier.
• Be alert to an excessive and unusual reliance on
external financing, rather than money generated
from the company’s own operations.
• In circumstances described above, auditors may
have to consider whether, based on such conditions
and events, there is substantial doubt about the
entity’s ability to continue as a going concern.
• Follow the guidance contained in AU section
341, The Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1).
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Using Cash-Flow Analysis to Help Assess Going Concern. To fully
understand a company’s viability as an ongoing concern, an auditor would do well to calculate a few simple ratios from data on
the client’s cash-flow statement. When it comes to liquidity
analysis, cash-flow information is more reliable than balance
sheet or income statement information. Balance sheet data is static—measuring a single point in time—while the income statement contains many arbitrary noncash allocations. In contrast,
the cash-flow statement records the changes in the other statements and nets out the bookkeeping artifice, focusing on what
shareholders and other interested parties really care about, that is,
the cash available for operations and investments.
Numerous cash-flow ratios are available to help assess a client’s
solvency, liquidity, and the viability of a client as a going concern.
Presented below are two ratios that help spotlight a company’s viability as a going concern.
Funds Flow Coverage (FFC) Ratio. The numerator of the FFC
ratio consists of earnings before interest and taxes plus depreciation
and amortization (EBITDA). The denominator consists of interest
plus tax-adjusted debt repayment plus tax-adjusted preferred dividends. To adjust for taxes, divide by the complement of the tax rate.
All the figures in the denominator are unavoidable commitments.
An auditor can use the FFC ratio as a tool to evaluate the risk that a
company will default on its most immediate financial commitments,
that is, interest payments, short-term debt, and preferred dividends.
If the FFC ratio is at least 1.0, the company can meet its commitments—but just barely. If a company’s FFC ratio is less than 1.0, the
company must raise additional funds to meet current operating commitments. To avoid bankruptcy, it must keep raising fresh capital.
Cash Interest Coverage Ratio. The numerator consists of cash flow
from operations, plus interest paid, plus taxes paid. The denominator includes all interest paid—short term and long term. The resultant multiple indicates the company’s ability to make the interest
payments on its entire debt load. A highly leveraged company will
have a low multiple, and a company with a strong balance sheet will
have a high multiple. Any company with a cash interest multiple
less than 1.0 runs the immediate risk of potential default.
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Risks Attendant to Rising Interest Rates
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Entities that have issued
floating rate debt may see
their profits squeezed and
their stock and corporate
bond prices suffer as
interest rates rise.
• With a mountain of debt
existing in the business
sector, rising interest rates
can result in losses on
derivatives and securities
holdings.
• Significant changes in and
the volatility of general
interest rates increase the
inherent risk for the
valuation of investments and
derivatives whose value is
significantly affected by
interest rates. Remember that
in 1994 rising interest rates
wreaked havoc on securities
holdings and derivatives.
History can repeat itself
very unexpectedly.
• Companies that rely heavily
on profits from their
finance units could face
reduced earnings if interest
rates continue to rise. That
is because of the narrowing
gap between short- and
long-term interest rates.

• Rising interest rates may threaten an entity’s
financial stability and profitability, resulting
in an increase in pressure to commit fraudulent
financial reporting. If rising interest rates are
identified as a fraud risk factor, the auditor
will need to develop an appropriate audit
response and follow the guidance in AU section
316, Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance
with PCAOB standards: AICPA, PCAOB
Standards and Related Rules).
• If rising interest rates threaten an entity’s
financial stability and profitability to the point
where the auditor believes it represents a condition
that raises a question about the validity of the
going concern assumption, the auditor should
follow the guidance contained in AU section
341, The Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1).
• Auditors of companies that rely heavily on
profits from finance units may need to address
that fact in their audit planning and
procedures and apply the guidance described
above appropriately.
• Auditors should carefully understand and
follow the guidance in the AICPA Audit Guide
Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities, as well as
the requirements of AU section 332, Auditing
Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional
Standards, vol. 1; and for audits conducted in
accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules).
• Auditors should determine that the method
specified by generally accepted accounting
principles (GAAP) to determine the value of
the investment or derivative is being followed.
• Auditors should determine that the recorded
value of the investment or derivative utilizes
reasonable interest rates, in those cases in which
interest rates affect the valuation of the
investment or derivative.
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Inventory Obsolescence
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Harsher economic realities
• You may need to pay special attention to the
may contribute to a reduction
risk of excess or obsolete inventory if your
in sales of certain kinds of
client falls into economic difficulties.
inventory.
Factors you may look at in assessing
• Slow-moving inventory raises
inventory valuation include:
the risk that the inventory
– Product sales trends and expected
may become obsolete and not
future demand.
properly stated at the lower of
– Sales forecasts prepared by management
cost or market value.
– as compared with industry statistics.
– Inventory valuation ratios, such as gross
profit ratios, inventory turnover,
obsolescence allowances as a percentage of
inventory, and days’ sales in inventory.
– Economic conditions in the areas where
the products are sold.
• You may want to consider the following steps
in identifying slow-moving, excess, defective,
and obsolete items included in inventory:
– Examine an analysis of inventory turnover.
– Review industry experience and trends.
– Analytically compare the relationship of
inventory balances to anticipated sales volumes.
– Tour the facility where inventory is kept.
– Inquire of sales and other relevant personnel
concerning excess or obsolete items.
– Determine if material or unusual sales
cancellations and returns occur after year end.
• Accounting principles for the value of
inventory are set forth in Statements 5, 6, and
7 of Chapter 4 of Accounting Research
Bulletin (ARB) No. 43, Restatement and
Revision of Accounting Research Bulletins.
• SEC SAB No. 100, Restructuring and
Impairment Charges, provides guidance on
how to account for and classify write-downs
of inventory. Also, the SEC’s Management’s
Discussion and Analysis (MD&A) rules will
often require disclosure of what happened in
the business that resulted in the reduction in
sales of inventories, as well as the effect of
those factors on trends in operating results
and liquidity.

16

Customers With High Levels of Debt and
Collectibility of Receivables
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• The current high debt levels
of U.S. consumers and the
high levels of personal
bankruptcies pose a possible
threat to receivable balances
at many entities.
• Harsher economic realities
may contribute to a
deterioration in the
collectibility of receivables.

• Auditors may need to pay closer attention to
their client’s customer base and more closely
evaluate the collectibility of a client’s accounts
receivable.
• When auditing estimates, auditors should
apply the guidance in AU section 342,
Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules), which provides guidance on
obtaining and evaluating sufficient competent
evidential matter to support significant
accounting estimates used in a client’s
financial statements.
• Often, the large number of customer accounts
makes it difficult to determine the adequacy
of the allowance only by reference to individual
accounts. In such cases, a very useful tool in
evaluating the allowance for doubtful accounts
is the application of analytical procedures.
Auditors should follow the guidance in AU
section 329, Analytical Procedures (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules), when performing such work.
• When testing the reasonableness of the
allowance for doubtful accounts, the auditor
may want to also perform some of the
following procedures:
– Obtain publicly available information on
major customers to determine their ability
to honor outstanding obligations to the
company
– Investigate unusual credit limits or
nonstandard payment terms granted to
customers
– Test subsequent collections of receivables
• The following are examples of the ratios
might use to evaluate collectibility of
accounts receivable:
– Accounts receivable turnover indicates how
well the company collects its receivables
(continued)
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What Are the Risks or Issues?

What Are Some Auditing Considerations?
and is computed as net credit sales divided
by average accounts receivable.
– Bad debts to net credit sales indicates
whether writeoffs are adequate. It is
computed as bad debt expense divided by
net credit sales.
– Allowance for doubtful accounts to accounts
receivable indicates whether the allowance
is adequate. It is computed as the allowance
for doubtful accounts divided by accounts
receivable.
• The auditor may also review revenue and
receivables transactions and fluctuations after
the balance-sheet date for items such as sales,
writeoffs, and collections subsequent to year
end. This may provide additional information
about the collectibility of the accounts
receivable and the reasonableness of the
allowance account on the balance sheet date.

Impairment and Recoverability Risks to Long-Lived
Assets and Intangibles
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• If economic conditions
• If economic conditions deteriorate for your
deteriorate, entities may need
client, you may need to assess whether a risk
to make impairment and
exists that long-lived assets and intangibles
recoverability assessments of
may be impaired. You may also need to assess
long-lived assets, business
whether the disposal of long-lived assets is
acquisitions, goodwill, and
being properly accounted for. FASB Statement
other intangibles.
No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets, and FASB
Statement No. 142, Goodwill and Other
Intangible Assets, provide the main accounting
requirements in this area.

Risk of Fraudulent Reporting and Improper
Accounting Estimates
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• A weakening economic and
• Auditors should have a solid understanding
business environment can
of the requirements of AU section 316,
generate increased pressure on
Consideration of Fraud in a Financial
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What Are the Risks or Issues?

What Are Some Auditing Considerations?

management at many
companies. The stress of
achieving earnings goals and
battling fierce competition
can motivate management to
fraudulently report financial
results. Consequently, an
increased risk of fraudulent
financial reporting may exist
at many entities.
• Management’s accounting
estimates may become
overly optimistic.

Statement Audit (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance
with PCAOB standards: AICPA, PCAOB
Standards and Related Rules), and follow those
requirements in their audit engagements.
• Factors that may heighten the risk of
fraudulent financial reporting during difficult
economic times may include the following:
– The entity is undercapitalized, is relying
heavily on bank loans and other credit,
and is in danger of violating loan covenants.
– The entity appears to be dependent on an
initial public offering (IPO) for future funding.
– The entity is having difficulty obtaining or
maintaining financing.
– The entity is exhibiting liquidity problems.
– The entity is changing significant
accounting policies and assumptions to
less conservative ones.
– The entity is generating profits but not
cash flow.
– Management’s compensation is largely tied to
earnings or the appreciation of stock options.
– There is a significant change in members of
senior management or the board of directors.
• When auditing accounting estimates, auditors
should give close attention to the underlying
assumptions used by management. AU section
342, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB standards:
AICPA, PCAOB Standards and Related Rules),
provides guidance on obtaining and evaluating
sufficient competent evidential matter to
support significant accounting estimates used
in a client’s financial statements.
• As required by Item 303 of Regulation S-K,
SEC registrants should also disclose in
MD&A changes in accounting estimates that
have a material effect on the financial condition
or results of operations of the company or
trends in earnings, or would cause reported
financial information not to be necessarily
indicative of future operating results or of
future financial condition.
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Hurricanes Katrina and Rita—Accounting and
Auditing Considerations

Hurricanes Katrina and Rita, which severely damaged the Gulf
Coast region, present unique issues to accountants and auditors.
In addition, Katrina and Rita will likely cause disruption to the
nation’s near-term economic growth, inasmuch as the hurricanes
inflicted severe damage to key areas of the nation’s energy and
shipping infrastructure. However, significant long-term economic effects are not expected. Beyond the possible economic
impact the hurricanes may have, accountants and auditors should
be aware of the issues and information presented below. Auditors
working in the insurance industry may want to obtain the
AICPA Audit Risk Alert Insurance Industry Development—
2005/06 (product no. 022356kk) for guidance and information
about the hurricanes’ effect on the insurance industry.
Accounting Considerations
As companies assess Katrina and Rita’s financial impact on their
operations, management will need to properly report the impact
in their financial statements. The following questions may arise
for losses incurred as a result of the hurricanes:
1. How should losses from a natural disaster of a type that is
reasonably expected to re-occur be classified in the statement of operations?
2. When should an asset impairment loss related to a natural
disaster be recognized?
3. When should a liability for nonimpairment losses and
costs related to a natural disaster be recognized?
4. What is the accounting for insurance recoveries to cover
losses sustained in a natural disaster? Also, what are the additional considerations related to business interruption insurance recoveries?
5. What are the required disclosures regarding the impact of a
natural disaster?
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The AICPA has issued Technical Practice Aid (TPA) No. 5400.05,
“Accounting and Disclosures Guidance for Losses from Natural
Disasters.” This guidance answers the above questions and can be
obtained at www.aicpa.org/download/acctstd/Natural_disaster_
TPA_5400.05.pdf.
The guidance in TPA 5400.05 states that a natural disaster of a
type that is reasonably expected to recur would not meet the conditions of classifying the losses as “extraordinary” in the income
statement. The magnitude of loss from a particular natural disaster does not cause that disaster to be unusual in nature or unlikely
to recur (the two conditions for an extraordinary item). As of the
writing of this Alert, indications are the FASB will conclude that
losses from the hurricanes should not be classified as extraordinary. Readers should keep alert to any statements from the FASB
on this matter.
Auditing Considerations
The AICPA has issued the following TPAs in response to the hurricanes. These TPAs can be obtained at www.aicpa.org/members/div/
auditstd/Recently_Issued_Technical_Practice_Aids.asp. Auditors
whose clients are affected by the hurricanes or other natural disasters should follow the guidance in these TPAs, as appropriate.
• TPA 9070.05, “Consideration of Impact of Losses From Natural Disasters Occurring After Completion of Audit Field
Work and Signing of the Auditor’s Report But Before Issuance
of the Auditor’s Report and Related Financial Statements.”
• TPA 8345.01, “Audit Considerations When Client Evidence and Corroborating Evidence in Support of the Financial Statements Has Been Destroyed by Fire, Flood, or
Natural Disaster.”
• TPA 8345.02, “Considerations When Audit Documentation
Has Been Destroyed by Fire, Flood, or Natural Disaster.”
SEC, IRS, and DOL Activities Related to the Hurricanes
The SEC, the IRS, and the Department of Labor (DOL) are providing relief to victims of the hurricanes in various ways, such as
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extension of filing deadlines, exemptions from filing requirements, and tax relief. Visit the SEC, IRS, and DOL Web sites at
www.sec.gov, www.irs.gov, and www.dol.gov for further information. In addition, see the section below for a discussion of an SEC
order exempting auditors from certain rules to help assist clients
in the reconstruction of accounting records.
SEC Issues Exemption Related to Auditor Assistance in
Reconstruction of Accounting Records
The SEC understands that in this unique situation an audit client
may look to its auditor for assistance in reconstruction of its accounting records because of the auditor’s knowledge of the
client’s financial systems and records. Under Section 10A(g)(1) of
the Exchange Act and Rule 2-01(c)(4)(i) of Regulation S-X, auditors are prohibited from providing bookkeeping or other services
relating to the accounting records of the audit client. In Rule 201(c)(4)(i) of Regulation S-X, these prohibited services are described as including “maintaining or preparing the audit client’s
accounting records” or “preparing or originating source data underlying the audit client’s financial statements.”
In light of the conditions in areas affected by Hurricane Katrina,
however, the SEC believes that limited relief from these prohibitions is warranted for those registrants and other persons who are
required to comply with the independence requirements of the federal securities laws and the SEC’s rules and regulations thereunder.
Accordingly, the SEC has ordered, pursuant to Section 36 of the
Exchange Act, that independent CPAs engaged to provide audit
services to registrants and other persons required to comply with the
independence requirements of the federal securities laws and the
SEC’s rules and regulations thereunder are exempt from the
requirements of Section 10A(g)(1) of the Exchange Act and Rule 201(c)(4)(i) of Regulation S-X, when the conditions below are satisfied.
1. With respect to audit clients that are registrants, the address of the registrant’s principal executive offices listed on
the cover page of the most recent periodic report filed by
the registrant on Form 10-Q, 10-QSB, 10-K, or 10-KSB is
within one of the Presidential Disaster Areas.
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2. With respect to audit clients other than registrants, the address listed on the most recently filed schedule or form that
the audit client had filed, or the address that the audit
client would be required to list on any covered schedule or
form required to be filed, is within one of the Presidential
Disaster Areas.
3. Services provided by the auditor are limited to reconstruction of previously existing accounting records that were
lost or destroyed as a result of Hurricane Katrina and such
services cease as soon as the client’s lost or destroyed
records are reconstructed, its financial systems are fully operational, and the client can effect an orderly and efficient
transition to management or other service provider.
4. With respect to issuers, the services provided by the issuer’s
auditor pursuant to this Order are subject to preapproval
by the issuer’s audit committee as required by Rule
201(c)(7) of Regulation S-X.
Other AICPA Activities Related To Katrina
In addition to the activities previously discussed, the AICPA has
implemented several relief efforts and is reaching out to members
in the Gulf Coast to help with relief efforts. A Disaster Recovery
Resource Center has been established at www.aicpa.org/news/
2005/disaster_recovery_resources.htm. This site is full of many
resources and information about relief activities related to Katrina.
Risks to Developing Economies

Skyrocketing energy costs are threatening many developing
economies. Developing economies, especially in Asia (for example, Indonesia, India, Philippines, Thailand, and South Korea),
rely heavily on oil and gas. They also import a great deal of that
energy. These developing nations spend heavily to subsidize energy prices. As they spend increasing amounts of money, the buying power and soundness of their currencies erodes. These
nations then face great pressure to raise interest rates to restore
the value of their currencies and keep inflation in check. These
factors could undermine investor confidence in these developing
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economies and cause an economic downturn. Energy subsidies
were an issue in the 1997–1998 Asian economic crisis. Auditors
may want to keep an eye on these developing economies. If serious economic difficulty develops, auditors may need to consider
the effect such events would have on their clients and audits.
What Are the Risks or Issues?
• Economic downturns in
foreign economies directly
affect the U.S. economy and
the business and financial
health of U.S. companies.
• Manufacturers, oil producers,
ranchers, farmers, hightechnology companies, and
aerospace businesses are some
of the industries that could be
affected negatively.
• U.S. companies that have links
to countries experiencing
economic trouble may see
their stock prices lose
substantial value.
• Greater risk may exist for
entities involved in derivatives,
assets, and foreign-currency
transactions related to
countries embroiled in
economic hardships.
• Serious economic difficulty
abroad may result in a greater
risk of current vulnerability
due to certain concentrations.

What Are Some Auditing Considerations?
• Depending on the results of the risk
assessment procedures performed on the
engagement, auditors may need to
determine whether management has
appropriately assessed the performance of
its assets and derivatives related to
economically troubled nations.
• Also, auditors may need to consider
whether management has appropriately
accounted for, and made all required
disclosures relating to, foreign currency
translation, transactions arising from the
translation of asset and liability positions,
and revenue and expense transactions in
currencies other than U.S. dollar pursuant
to FASB Statement No. 52, Foreign Currency.
• Auditors should consider whether
management has appropriately evaluated the
risk of current vulnerabilities due to certain
concentrations. Also, auditors should consider
whether management has appropriately
complied with the requirements of
SOP 94-6, Disclosure of Certain Significant
Risks and Uncertainties.
• Auditors may need to evaluate management’s
consideration of related contingencies arising
from economic troubles abroad, pursuant to
FASB Statement No. 5, Accounting for
Contingencies.

Layoffs and Possible Risks

Jobs cuts have been on the rise in 2005. If the risks to economic
health enumerated above strike, significant layoffs may result.

24

What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Large layoffs, staff reductions, • Auditors should be aware of any layoffs or
and notifications to employees staff reductions occurring on their audit
of impending termination can
engagements and consider the following:
affect internal control over
– Attention to internal control may no
financial accounting and
longer be maintained.
reporting systems.
– As a result of unfilled positions, key control
• Key people and key controls
procedures may no longer be performed,
may be performed less frequently, or may be
may be lost during a
downsizing. In addition,
performed by individuals lacking proper
remaining employees may feel
understanding to identify and correct errors.
overwhelmed by their
– Layoffs of information technology
workloads, lack time to
personnel may have a negative effect on the
complete tasks and consider
entity’s ability to initiate, process, or record
decisions, and may suffer from
its transactions, or maintain the integrity
low morale.
of the information generated by the
information technology system.
– Key functions that should be segregated
may now be performed by one person.
– Changes to the control environment may
have altered control effectiveness and
potentially resulted in a material
control weakness.
– Changes in internal control caused by past
or pending layoffs or staff reductions may
create an opportunity for fraudulent
activities.

Outsourcing

U.S. businesses are increasingly outsourcing various and more sensitive business functions, primarily to remain competitive and improve profit margins. Outsourced functions include information
technology, finance, accounting, data entry, transaction processing,
telemarketing, manufacturing, tax preparation, investment research,
human resources, and call center operations. Lately, companies have
even begun outsourcing research and development activities.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Transactions that affect the
• Consider and comply with the auditing
financial statements are
requirements of AU section 324, Service
subjected to controls that are,
Organizations (AICPA, Professional Standards,
(continued)
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What Are the Risks or Issues?

•

•

•

•

What Are Some Auditing Considerations?

at least in part, physically and
operationally separate.
Less control of business
function may occur, resulting •
in weakened internal control
and security over systems.
Training at the entity
handling the outsourced work
may be inadequate, possibly
weakening internal control.
Privacy of customer financial
and other personal data may •
be compromised. The company
that outsourced the work is
legally responsible.
Management’s and auditors’
understanding and assessment
of internal control may need
to encompass controls at
service organizations handling
the outsourced work.
Circumstances may impair that
understanding and assessment.

vol. 1; and for audits conducted in accordance
with PCAOB standards: AICPA, PCAOB
Standards and Related Rules).
Auditors of public companies and other
issuers should consider and comply with
Appendix B of PCAOB Auditing Standard
No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction
With an Audit of Financial Statements (AICPA,
PCAOB Standards and Related Rules), and the
related PCAOB Staff Questions and Answers.
Consider and comply with the auditing
requirements of AU section 337, Inquiry of a
Client’s Lawyer Concerning Litigation, Claims,
and Assessments (AICPA, Professional Standards,
vol. 1), and AU section 317, Illegal Acts by
Clients (AICPA, Professional Standards, vol. 1),
in response to the increased legal risk
associated with outsourcing.

Raising Capital Through the Equity and Credit Markets

The IPO market continues its strong growth. As the economy
continues to expand and the IPO market grows with it, auditors
may face situations in which their clients are seeking to raise capital, either in the equity or credit markets.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• For entities seeking to raise
capital, high earnings or sales
figures are among the most
convincing data the entity
could present to potential
lenders and investors.
Accordingly, pressure may
exist to inflate revenues
and earnings.

• An auditor may decide that additional audit
procedures directed to the audit of revenues
may be needed to address a possible risk of
overstated revenue and earnings.
• Auditors may need to focus on management’s
estimates of future product returns that could
have a significant effect on the entity’s
earnings or sales figures.
• Significant revenue recognized toward the
close of the latest audited period merits
special consideration. Auditors should review
the possibility of returns on shipments, the
inability of buyers to pay, and contingencies
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What Are the Risks or Issues?

What Are Some Auditing Considerations?
that may prevent revenue recognition.
• Chapter 1 of the AICPA Audit Guide
Auditing Revenue in Certain Industries
provides detailed guidance for auditing
revenue assertions, including consideration of
internal control over revenue recognition,
analytical procedures, cutoff tests, vouching,
and other substantive tests of details and
evaluating accounting estimates relevant to
revenue recognition.

Underfunded Pension Plans and Aggressive Assumptions in
Pension Plan Accounting

Many companies across all industries are facing a mounting crisis—underfunded pension plans. A recent Government Accountability Office (GAO) report stated that more than half of the
29,000 private pension plans insured by the federal Pension Benefit Guaranty Corporation (PBGC) were underfunded, and a
quarter of the plans were less than 90 percent funded. Simply
put, many companies have defined benefit plans in which the
obligations owed to retirees exceed the assets in the plans. These
companies are faced with pouring large amounts of cash into
those plans to meet legal requirements and make up the shortfall.
As this crisis worsens, a number of companies are opting to terminate their pension plans.
In addition, many companies have been updating and changing
the assumptions they use in accounting for pension plans and
other postretirement benefit plans to reflect a changing economic environment.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Changes to key assumptions
(such as assumed rates of
return and discount rates),
even small changes, can
significantly affect an entity’s
earnings and financial
statements.

• Auditors should be aware that management
needs to continuously monitor the key
assumptions used in measuring pension benefit
obligations, returns on plan assets, and periodic
service cost. Principal actuarial assumptions
include discount rates, participation rates, and
factors affecting the amount and timing of
(continued)
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What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Management can be aggressive
in their assumptions and
estimates in an attempt to
manage earnings and the
balance sheet. A recent study
conducted by the National
Bureau of Economic Research
found that some companies
•
hiked pension plan return
estimates before making an
acquisition or before a top
executive exercised stock options.
• The key assumptions used by
management in recording
accounting estimates related to
their company’s pension plan
and other postretirement plans
may be unrealistic and lead to
material misstatement in the •
financial statements.
• Depending on the pension
plan, companies with pension
plan shortfalls will be
confronting losses that will
affect earnings, cash flow, and •
equity. Companies will need
to fund their pension plans to
meet legal requirements.
• Companies with underfunded •
pension plans face the risk of
technically defaulting on the
debt they carry.

future benefit payments. FASB Statements
No. 87, Employers’ Accounting for Pensions, and
No. 106, Employers’ Accounting for Postretirement
Benefits Other Than Pensions, indicate that each
assumption shall reflect the best estimate solely
with respect to that individual assumption on
the applicable measurement date.
When auditing accounting estimates, auditors
should give close attention to the underlying
assumptions used by management. AU section
342, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules), provides guidance on obtaining
and evaluating sufficient competent evidential
matter to support significant accounting
estimates used in a client’s financial statements.
Auditors should be aware of this growing
problem in the nation’s pension plans and may
need to consider the financial health of their
client’s defined benefit plans and determine
whether business and audit risks exist, such
as a going concern problem.
Auditors may need to determine whether
disclosure in the financial statements is
warranted, based on the pension
circumstances at each client.
If activity within an existing plan, such as
earnings or returns on invested plan assets, has
a material impact on the company’s liquidity,
capital resources, or results of operations, that
activity should be discussed in MD&A.

Classification of Payments Related to Settlement
of Pension Liabilities
Contributions to pension plans are reported as operating cash flows
because they relate to employee compensation, an item reported as
an expense in the income statement. Clients that have entered into
agreements with the PBGC typically make payments to the PBGC
related to the defined benefit plans that were assumed by the
PBGC. Despite the fact that payments made to the PBGC may
continue for several years, the cash outflows should not be classified
as financing activities in the statement of cash flows.
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Mergers and Acquisitions Heating Up

Merger and acquisition activity has been very strong lately and
looks to continue to expand strongly in the near term. Even hightechnology company M&A deals have been increasing.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Management risks creating
deficiencies in internal control
and in business operations.
• Employees may have an increased
opportunity to commit fraud when
entities merge. With the shake-ups
taking place, employees can take
advantage of a breakdown in
internal control, a lack of
segregation of duties, and missing
supervisory reviews to commit fraud.
Furthermore, some employees
become embittered after a merger,
giving them a rationalization to
commit fraud.
• An entity acquiring another entity
may try to worsen the reported
financial performance of the
purchased company during the
period immediately preceding the
acquisition date, the stub period.
By worsening the financial
performance of the acquired
company before the acquisition,
management will find it much easier
to report “improved” performance
after the acquisition, thus
demonstrating the positive effects
of the business combination and
providing a pop in reported earnings
(known as “spring loading”).
This sort of financial engineering
may involve the deliberate inflation
of reserves and allowances recorded
on the acquired company’s books.
These inflated reserves are then
reversed in the period following the
acquisition, providing a generous
burst of earnings growth.

• Auditors may need to refamiliarize
themselves with the latest accounting
standards (for example, FASB
Statement No. 141, Business
Combinations) relevant to mergers
and acquisitions.
• Possible gaps and deficiencies in internal
control may affect the nature, timing, and
extent of audit testing and may represent
reportable conditions or weaknesses in
internal control that should be
communicated to management
and the audit committee. Auditors
should refer to the guidance set forth
under AU section 319, Consideration of
Internal Control in a Financial
Statement Audit (AICPA, Professional
Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards
and Related Rules).
• Auditors should refer to the guidance
set forth in AU section 316,
Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional
Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards
and Related Rules), when assessing the
risk of fraud.
• Auditors should be on the lookout for
“spring loading” types of accounting
practices and determine that
appropriate GAAP is being followed.
• Auditors of public companies need to
pay special attention to the proper
compliance with Sarbanes-Oxley at
the acquired entity and should consider
the guidance contained in PCAOB
(continued)
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What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Management of public companies
may fail to consider the effect of the
Sarbanes-Oxley Act of 2002 and
related SEC regulations on the
merger. For example, a company
may encounter a serious challenge
if it acquires a privately held
company that has not had to comply
with Sarbanes-Oxley. Necessary
internal controls may not be in place
at the acquired entity.

Auditing Standard No. 2, An Audit
of Internal Control Over Financial
Reporting Performed in Conjunction
with an Audit of Financial Statements
(AICPA, PCAOB Standards and
Related Rules).

Attacks on Company Information Systems and Internal Control

Attacks on corporate information technology (IT) networks are
growing exponentially. These attacks take many forms—viruses, distributed denial of service (DDoS), worms, zombie spam, and “phishing” attacks to name some. This is a problem that is not going away
anytime soon. When assessing internal control, an auditor may need
to pay special attention to the client’s internal control over IT systems. Given the growing threat to IT systems, management may
need to strengthen its information security systems and auditors may
find it prudent to focus their attention on the security over IT.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Increased access to computer systems • The auditor should be aware of the
could increase the opportunities to
following when assessing audit risk:
change an entity’s computer records
– Inadvertent disclosure of sensitive
and those of its trading partners,
information to unauthorized parties
enabling significant fraud to
– Computer or transmission disruption
be perpetrated.
– Hackers and viruses
• A client’s IT systems, especially
– Attempted electronic frauds
those more reliant on third parties
• In the course of gathering audit
to ensure security over transactions
evidence, the auditor should consider
and continuity of processing, face a
the use of computer-assisted audit
number of potential risks, including:
techniques (CAATs).
– Exposure to weak links or
• The auditor may want to test control
unscrupulous individuals
features that deny unauthorized
– Disclosure of confidential
individuals the ability to authorize or
information
initiate a transaction or to change
– Entry of invalid or unauthorized
information already in the system.
transactions
– Incomplete or untimely
transmission of data
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Hedge Funds and Buyout Funds Risk

Buyouts and takeovers are hot again. This time, it’s hedge funds
and buyout funds (also known as private equity funds) that are
leading the charge. As stocks have failed to offer handsome returns, investors’ money has poured into these alternative assets.
The hedge fund industry now has assets nearing $1 trillion. As
hedge funds and buyout funds engage in these takeovers, massive
amounts of debt are normally needed to finance the deals. This
debt involves bank debt and high-yield bonds. Auditors are reminded that rising interest rates and an economic downturn can
create great risk for hedge funds and buyout funds, as well as entities involved with them. Auditors should pay special attention
to possible risks in this area and address them accordingly.
Recent Accounting Frauds and Errors

Presented in the following table are some examples of accounting
fraud, accounting errors, and earnings management scenarios
that have been in the news during the past year. Considering the
areas where accounting fraud and errors have occurred recently is
beneficial to all auditors, insofar as they can keep these matters in
mind as they perform the audits at their clients. Remember that
all auditors should have a solid understanding of the requirements of AU section 316, Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1; and for
audits conducted in accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules), and follow those requirements in their audit engagements.
Recent Accounting
Fraud and Errors

What Are Some
Auditing Considerations?

• Improper revenue recognition. • An auditor may decide that additional audit
Most SEC enforcement cases
procedures directed to the audit of revenues
are about revenue recognition. may be needed to address a possible risk of
Often, the revenue recognition overstated revenue and earnings.
violations have less to do with • Chapter 1 of the AICPA Audit Guide Auditing
fraud than with bewilderment Revenue in Certain Industries provides detailed
about the rules.
guidance for auditing revenue assertions,
(continued)
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Recent Accounting
Fraud and Errors
• Improper accounting for
complex insurance contracts.
• Transactions that have no
economic purpose.
• Improper accounting for
business combinations.
• Failure to properly apply
proper accounting for
derivatives.
• Improper accounting for
lease expenses.

What Are Some
Auditing Considerations?
including consideration of internal control
over revenue recognition, analytical procedures,
cutoff tests, vouching, and other substantive
tests of details and evaluating accounting
estimates relevant to revenue recognition.
• Insurance entities are required to apply
specific accounting treatments to insurance
and reinsurance contracts. The AICPA Audit
and Accounting Guides Life and Health Insurance
Entities and Property and Liability Insurance
Companies contain detailed accounting
guidance in this area.
• Auditors may need to pay special attention
to unusual transactions. If a transaction, or
parts thereof, appears to lack an economic
purpose, or if the transaction is arranged in
what seems to be an unnecessarily
complicated structure, this may be indicative
of possible fraudulent activity.
• Business combinations should be accounted
for in accordance with FASB Statement No.
141, Business Combinations, and all related
FASB issuances.
• FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities,
is the primary source of accounting for
derivatives.
• When auditing derivatives, auditors should
follow the guidance in AU section 332,
Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules). In addition, auditors should
follow the guidance in the AICPA Audit
Guide Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities.
• Auditors should determine that management
has followed the requirements of FASB
Statement No. 13, Accounting for Leases.
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Practice Aid on Fraud Detection
Guidance related to fraud considerations in a financial statement
audit is available from the AICPA Audit and Accounting Practice
Aid Fraud Detection in a GAAS Audit, revised edition, (product
no. 006615kk). Call the AICPA at (888) 777-7077 or go online
at www.cpa2biz.com to obtain this key resource.
New Bankruptcy Law’s Effect on Small Businesses

The Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 was signed into law on April 20, 2005. For small businesses,
the new law contains special bankruptcy provisions and is both positive and negative. On the positive side, small businesses will be able
to collect debts from individuals and other businesses who have filed
for bankruptcy. On the negative side, small businesses that wish to
reorganize under the Chapter 11 bankruptcy law will find it more
difficult, and more small businesses may not survive bankruptcy.
Auditors may need to be aware of the provisions of the new law, depending upon the circumstances at their clients.

Other Auditing Issues and Developments
Help Desk—See the “New Pronouncements and Other Guidance” section of this Alert for information about recent auditing guidance.

Auditing Variable Interest Entities

Issued in December 2003, FASB Interpretation No. 46(R), Consolidation of Variable Interest Entities (revised December 2003)—an
interpretation of ARB No. 51, is proving to be a challenging pronouncement for accountants to understand and comply with.
Auditors have also found the provisions of FASB Interpretation
No. 46(R) challenging to audit. The Interpretation’s scope includes related party arrangements that are common to small and
midsize nonpublic entities. Accordingly, auditors should pay
careful attention to the requirements of FASB Interpretation No.
46(R) inasmuch as the management of small and midsize nonpublic entities may have to apply its provisions.
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Important FASB Staff Positions to Consider
Subsequent to the issuance of the revised Interpretation, the
following FASB Staff Positions (FSPs) were issued with additional guidance.
• FSP Interpretation No. 46(R)-1—“Reporting Variable Interests in Specified Assets of Variable Interest Entities as Separate Variable Interest Entities under Paragraph 13 of FASB
Interpretation No. 46 (revised December 2003), Consolidation of Variable Interest Entities” (February 12, 2004)
• FSP Interpretation No. 46(R)-2—“Calculation of Expected Losses under FASB Interpretation No. 46 (revised
December 2003), Consolidation of Variable Interest Entities” (February 12, 2004)
• FSP Interpretation 46(R)-3—“Evaluating Whether as a
Group the Holders of the Equity Investment at Risk Lack the
Direct or Indirect Ability to Make Decisions about an Entity’s
Activities through Voting Rights or Similar Rights under
FASB Interpretation No. 46 (revised December 2003), Consolidation of Variable Interest Entities” (February 12, 2004)
• FSP Interpretation 46(R)-4—“Technical Correction of
FASB Interpretation No. 46 (revised December 2003),
Consolidation of Variable Interest Entities, Relating to Its
Effects on Question No. 12 of EITF Issue No. 96-21, ‘Implementation Issues in Accounting for Leasing Transactions involving Special-Purpose Entities.’”
• FSP Interpretation 46(R)-5—“Implicit Variable Interests
under FASB Interpretation No. 46(R)”
Auditing Procedures Related to Variable Interest Entities
Auditing variable interest entities (VIEs) can be broken down
into specific steps. They are:
1. Identify the population of VIEs. Perhaps the greatest challenge and greatest risk to auditors in auditing VIEs is evaluating the completeness of the population of VIEs in
which the client may have a variable interest.
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2. Consider the involvement of related parties. The auditor
should obtain an understanding of the relationships to the
client of all other parties that hold variable interests in the
VIEs or potential VIEs identified in step 1. Additionally,
audit procedures performed in accordance with AU section
334, Related Parties (AICPA, Professional Standards, vol. 1),
will help identify related parties that the auditor should
consider when determining whether the client is the primary beneficiary of a VIE.
3. Identify those VIEs in which the client is the primary beneficiary. For those VIEs identified in step 1, the auditor
should review operating agreements and make inquiries to
understand how the client determined whether it was the
primary beneficiary.
4. For those VIEs for which the client is the primary beneficiary, consider whether the client properly accounted for
the VIE in the consolidated financial statements.
5. For those VIEs for which the client is not the primary beneficiary, consider whether the client properly accounted for
its interests in accordance with GAAP.
6. Consider whether additional evidential matter is needed. If
yes, the auditor should perform procedures to gather such
evidence. Examples of procedures the auditor may perform
are making inquiries of management about the VIE’s financial results, and reviewing information in the client’s
files that relate to the VIE, such as VIE minutes, budgets,
and information on cash flows.
7. Consider whether the client has made the appropriate disclosures about the VIEs with which it is involved, both
those for which it is the primary beneficiary and those for
which it is not the primary beneficiary.
8. Obtain appropriate representations from management.
Among other things, the auditor should obtain written
representations from management regarding the completeness of the information regarding VIEs and transactions
with VIEs, and the adequacy of the disclosures.
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9. Consider whether the results of the auditor’s procedures with
respect to VIEs require any special reporting considerations.
The AICPA has issued Practice Alert 2005-1, Auditing Procedures
With Respect to Variable Interest Entities. This document presents
the steps addressed above and provides much greater detail. Practice Alert 2005-1 can be obtained at www.aicpa.org/members/
div/auditstd/pract_alerts.asp.
Indemnifications and Limitations of Liability Provisions

The AICPA Professional Ethics Executive Committee (PEEC)
has issued a proposal that recommends a new ethics Interpretation under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.01), that would provide guidance to
members on the impact that certain indemnification and limitation of liability provisions may have on a member’s independence
when included in engagement letters or other agreements entered
into with a client. Under the proposal, certain types of indemnification and limitation of liability provisions are considered to
pose an unacceptable threat to a member’s independence (for example, if the member seeks to limit or eliminate his or her liability with respect to actual damages arising from the member’s
negligence or the client’s negligence), whereas others would not
impair independence (for example, if a member seeks to limit or
eliminate his or her liability arising from the client’s knowing
misrepresentation, willful misconduct or fraudulent behavior).
The proposal can be obtained at www.aicpa.org/members/
div/ethics/2005_0915_omnibus_ED.htm. Auditors should stay
alert to any final issuance by PEEC on this subject.
Internal Control Deficiencies—Learning From Reported 404 Flaws

Internal control deficiencies reported by public companies, in accordance with Sarbanes-Oxley related regulations, have been numerous. Looking at the kinds of control weaknesses being
reported can be informative to management and auditors of
other companies. Knowing what those weaknesses are may help
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auditors be alert to the possibility of similar internal control
weaknesses at their clients. Some of those common control weaknesses include:
• Approximately half of internal control weaknesses reported
relate to financial systems and procedures. These weaknesses often related to the financial closing process, account reconciliation, and inventory processes.
• Personnel issues, such as unqualified or inadequate finance
staffs, were common.
• Other weaknesses related to documentation, revenue
recognition, IT systems and controls, lease accounting,
and tax accounting.
Companies Changing Auditors at Record Rates

Companies are changing auditors at record rates lately. That
being the case, auditors may be more likely to find themselves in
either the role of a predecessor or successor auditor this year. AU
section 315, Communications Between Predecessor and Successor
Auditor (AICPA, Professional Standards, vol. 1), provides guidance in communications between predecessor and successor auditors when a change of auditors is in process or has taken place.
AU section 315 cites the inquiry of the predecessor as a necessary procedure on the part of the successor auditor. The successor, upon receiving permission from the prospective client,
should make specific and reasonable inquiries of the predecessor regarding matters that will assist the successor in determining whether to accept the engagement. AU section 315
elaborates on specific matters that the inquiry should include.
The predecessor should respond promptly and fully to the successor’s reasonable inquiries. AU section 315 also states that the
successor should request the client to authorize the predecessor
to allow a review of his or her working papers. Readers should
comply with the full text of AU section 315 when an auditor
change has occurred.
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Association With Press Releases

Practitioners should not be associated with press releases that are
misleading. Lately, certain press releases have referred to SAS No.
70 (Service Organizations) engagements and have misrepresented
the nature and scope of the SAS No. 70 related work and report.
These press releases have misrepresented the meaning of a SAS
No. 70 report to encompass far more than what the SAS No. 70
engagement is intended to be. Practitioners should be careful that
they are not associated with such misrepresentations.

Other Accounting Issues and Developments
Help Desk—See the “New Pronouncements and Other Guidance” section of this Alert for information about recently issued accounting guidance.

Presented in the following sections are discussions about accounting topics that are of particular interest lately or that have been
identified as areas that some accountants have been improperly
treating in the financial statements.
Finite Insurance Accounting Risks

Recently, a number of issues have arisen concerning the determination of whether an insurance or reinsurance contract transfers
significant insurance (reinsurance) risk. The determination of significant risk transfer is necessary to determine whether the contract
is accounted for as an insurance or reinsurance arrangement or
whether it is accounted for as a financing arrangement (similar to a
loan). These issues have been at the heart of some recent large accounting scandals, in which certain companies improperly treated
transactions as insurance, when evidence of risk transfer was lacking. By improperly treating these transactions as insurance, the
companies were able to spruce up their financial statements.
Finite insurance, in its most common form, involves a company
paying very large premiums to an insurer. These premiums come
close to the maximum coverage. If the claim losses end up being
less than the premiums, the insurer returns the excess premiums
to the company. The insurance company receives a fee and may
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not risk severe loss if the premiums are very large. The question
arises as to whether risk was truly transferred to the insurer.
Accounting Guidance
Paragraph 44 of FASB Statement No. 5, Accounting for Contingencies, requires that all insurance and reinsurance contracts indemnify the insured against loss or liability. FASB Statement No.
113, Accounting and Reporting for Reinsurance of Short-Duration
and Long-Duration Contracts, provides further guidance for determining the transfer of significant insurance risk for reinsurance
arrangements. Those contracts that do not transfer significant insurance risk are accounted for as deposits (similar to a financing
or loan, with loan repayments taking the form of periodic insurance premium payments).
Regardless of whether a policyholder is a noninsurance or insurance
enterprise, only to the extent that an insurance (or reinsurance)
contract indemnifies or transfers significant insurance risk from the
policyholder to the insurer does it qualify for insurance accounting.
FASB Project Underway to Address Insurance Risk Transfer
The FASB is developing guidance to clarify what constitutes
transfer of significant insurance risk in insurance and reinsurance
contracts. The project’s objective is to define an insurance contract and provide further assistance in identifying those contracts
that transfer significant insurance risk. In addition this project is
exploring the notion of bifurcation of insurance contracts into
risk transfer and financing segments for purposes of establishing
the appropriate accounting for those contract segments.
Expensing Stock Options and Complying With FASB
Statement No. 123(R)

As the compliance deadline nears, management at many companies will be adopting the requirements of FASB Statement No.
123(R), Accounting for Stock-Based Compensation, and expensing
their stock options. The effect on a company’s financial statements of expensing stock options could be significant. Data suggests that approximately 20 percent of reported earnings of many
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corporations would be erased if they had expensed their stock options. Other pronouncements related to FASB Statement No.
123(R) have been issued, including:
• SEC Staff Accounting Bulletin (SAB) No. 107. This SAB
summarizes the views of the SEC staff regarding the interaction between FASB Statement No. 123(R) and certain
SEC rules and regulations and provides the SEC staff ’s
views regarding the valuation of share-based payment
arrangements for public companies.
• FASB Staff Position (FSP) FAS 123(R)-1, Classification and
Measurement of Freestanding Financial Instruments Originally Issued in Exchange for Employee Services under
FASB Statement No. 123(R).
• SEC Staff Progress Report on Market Approaches to Valuing
Employee Stock Options Under SFAS 123R. This document
reports on the SEC’s progress in evaluating proposals to
value employee stock options.
The FASB has a couple of proposed FSPs outstanding that relate
to FASB Statement No. 123(R). They are:
• Proposed FSP FAS 123(R)-b, Practical Exception to the Application of Grant Date as Defined in FASB Statement No. 123 (R).
• Proposed FSP FAS 123(R)-c, Transition Election Related to
Accounting for the Tax Effects of Share-based Payment Awards.
SEC Statements on Use of Market Instruments to Value Stock
Options for FASB Statement No. 123(R)
The SEC Staff Progress Report noted above provides useful information related to the valuation of employee stock options.
Among other matters, the documents contained in the progress
report state:
• “[W]e have significant doubts based on OEA’s views [the
SEC’s Office of Economic Analysis], as to whether it
would be possible to design an instrument that would
achieve the measurement objective of Statement 123R by
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relying on similar contractual terms and conditions.”
[Chief Accountant’s Statement]
• “[O]ur analysis indicates that instruments that replicate
the terms and conditions of employee stock options or
other share-based compensation do not produce reasonable estimates of fair value.” [Office of Economic Analysis]
• “Differences between the preferences of employees and investors will generally prevent their exercise behaviors from
being similar.” [Office of Economic Analysis]
• “We conclude that the terms-and-conditions approach to
the design of a market instrument does not yield a transaction price that is a reasonable measure of the cost of the option grant to the issuer and, thus, will not meet the fair
value measurement objective of the standard.” [Office of
Economic Analysis]
If stock option accounting is an issue for your client, you should
be familiar with FASB Statement No. 123(R) and its related pronouncements and determine that management has complied
with all requirements.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• The requirements of
• Auditors may need to understand the
FASB Statement No. 123
requirements of FASB Statement No. 123 and
are not properly applied.
determine whether management
• Given the complicated
has complied with those requirements.
nature of the accounting, • When auditing accounting estimates, auditors
management can
should give close attention to the underlying
manipulate stock option
assumptions used by management. AU section 342,
expense to help manage
Auditing Accounting Estimates (AICPA, Professional
the bottom line.
Standards, vol. 1; and for audits conducted in
• Valuing stock options
accordance with PCAOB standards: AICPA,
involves complicated
PCAOB Standards and Related Rules), provides
measurement, assumptions, guidance on obtaining and evaluating sufficient
and management judgment. competent evidential matter to support significant
accounting estimates used in a client’s financial
statements.
• Auditors should understand and comply with the
requirements of AU section 328, Auditing Fair
Value Measurements and Disclosures (AICPA,
Professional Standards, vol. 1).
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Buy/Sell Arrangements/Purchases and Sales of Inventory
With the Same Counterparty

Buy/sell transactions typically involve contractual arrangements
that establish the terms of the agreements to buy and sell a commodity either jointly in a single contract, or separately in individual contracts that are entered into concurrently or in
contemplation of one another with a single counterparty. There
may be provisions accommodating differences in quantities or
grades, receipt and delivery locations, and stipulating that monetary consideration accompany the exchange. Such arrangements
may be employed to facilitate the procurement of feedstock for a
refinery operation, or to otherwise manage the supply chain or
inventory in general. Some companies may find it necessary to
enter into a series of these transactions with different counterparties in an effort to obtain a given quantity of feedstock or inventory for a single location. These arrangements are undertaken due
to market forces of supply and demand, and they may serve to increase the efficiency with which transportation assets are utilized
or to reduce the overall cost of acquiring inventory.
Accounting Guidance
Questions have been raised regarding the accounting for these
types of transactions, including:
1. Under what circumstances should two or more transactions with the same counterparty (counterparties) be
viewed as a single nonmonetary transaction within the
scope of APB Opinion No. 29?
2. If nonmonetary transactions within the scope of APB
Opinion No. 29 involve inventory, are there any circumstances under which the transactions should be recognized
at fair value?
The FASB has issued EITF Issue No. 04-13, “Accounting for
Purchases and Sales of Inventory with the Same Counterparty,”
which addresses these accounting issues. Auditors may need to
determine whether management has complied with the requirements of EITF Issue No. 04-13.
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In addition, the SEC staff has issued letters to certain registrants
on the accounting, presentation, and disclosure of buy/sell transactions. An example of the letter is posted on the SEC’s Web site
at www.sec.gov/divisions/corpfin/guidance/oilgas021105.htm.
Registrants who engage in buy/sell transactions should provide
the disclosure requested in the sample letter.
Leasing-Related Errors and Restatements

There have been a number of restatements for lease accounting in
the following areas: (1) amortization of leasehold improvements
by a lessee in an operating lease with lease renewals, (2) the pattern of recognition of rent when the lease term in an operating
lease contains a period where there are free or reduced rents
(commonly referred to as “rent holidays”), and (3) incentives related to leasehold improvements provided by a landlord/lessor to
a tenant/lessee in an operating lease. Presented here is accounting
guidance related to these three areas, as communicated recently
by the SEC staff.
Amortization of Leasehold Improvements
Leasehold improvements in an operating lease should be amortized by the lessee over the shorter of their economic lives or the
lease term, as defined in paragraph 5(f ) of FASB Statement No.
13, Accounting for Leases, as amended. Amortizing leasehold improvements over a term that includes assumption of lease renewals is appropriate only when the renewals have been
determined to be reasonably assured, as that term is contemplated
by FASB Statement No. 13.
Rent Holidays
Pursuant to the response in paragraph 2 of FASB Technical Bulletin (FTB) 85-3, Accounting for Operating Leases with Scheduled
Rent Increases, rent holidays in an operating lease should be recognized by the lessee on a straight-line basis over the lease term (including any rent holiday period) unless another systematic and
rational allocation is more representative of the time pattern in
which leased property is physically employed.
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Landlord/Tenant Incentives
Leasehold improvements made by a lessee that are funded by
landlord incentives or allowances under an operating lease should
be recorded by the lessee as leasehold improvement assets and
amortized over a term consistent with the guidance in the section
in this Alert titled “Amortization of Leasehold Improvements.”
The incentives should be recorded as deferred rent and amortized
as reductions to lease expense over the lease term in accordance
with paragraph 15 of FASB Statement No. 13 and the response
to Question 2 of FTB 88-1, Issues Relating to Accounting for
Leases, and therefore, it is inappropriate to net the deferred rent
against the leasehold improvements.
A company’s statement of cash flows should reflect cash received
from the lessor that is accounted for as a lease incentive within
operating activities and the acquisition of leasehold improvements for cash within investing activities. Evaluating when improvements should be recorded as assets of the lessor or assets of
the lessee may require significant judgment.
Revenue Arrangements With Multiple Deliverables

Numerous entities need to comply with the requirements of
FASB EITF Issue No. 00-21, “Revenue Arrangements with Multiple Deliverables.” Many companies offer multiple solutions to
their customers’ needs. Those solutions may involve the delivery
or performance of multiple products, services, or rights to use assets, and performance may occur at different points in time or
over different periods of time. In these situations, accounting for
the revenue related to those terms can be complicated.
EITF Issue No. 00-21 addresses how to determine whether an
arrangement involving multiple deliverables contains more than
one unit of accounting. In applying this Issue, separate contracts
with the same entity or related parties that are entered into at or
near the same time are presumed to have been negotiated as a
package and should, therefore, be evaluated as a single arrangement in considering whether there are one or more units of accounting. That presumption may be overcome if there is sufficient
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evidence to the contrary. This Issue also addresses how arrangement consideration should be measured and allocated to the separate units of accounting in the arrangement. Readers should refer
to the full text of the Issue to understand all of its requirements.
What Are the Risks or Issues?

What Are Some Auditing Considerations?

• Management may not be aware
• Auditors may need to understand the
of the requirements of EITF Issue requirements of EITF Issue No. 00-21 and
No. 00-21, may fail to comply
determine whether management has
with the Issue, or may improperly complied with those requirements.
implement the requirements of
• Auditors may need to pay special attention
the Issue.
to a client’s financial statement disclosures
• The financial statements may not
and determine that they properly present
present the disclosures required by the disclosures required by EITF Issue
EITF Issue No. 00-21.
No. 00-21.

Guidance on Impairment of Investments—Update on EITF
Issue No. 03-1

In 2004, to answer questions on evaluating other-than-temporary impairment, the FASB issued EITF Issue No. 03-1, “The
Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments.” The project included two stages.
The first, a disclosure stage, included additional numerical and
narrative disclosures for debt and marketable equity securities
that have unrealized losses. The second stage included specific
measurement and impairment accounting guidance.
Disclosures
In summary, for investments accounted for under paragraph 5(b)
and for investments with unrealized losses that have not been recognized as other than temporary, one needs to disclose in tabular
form, aggregated unrealized losses by category of investment and
the related fair value of those investments. Additionally, these disclosures need to be segregated by current and noncurrent status.
Finally, additional, narrative information should be provided,
sufficient to allow financial statement users to understand the
quantitative disclosures and the information that the investor
considered (both positive and negative) in reaching the conclu45

sion that the impairments are not other than temporary. There
are also additional disclosures for cost method investments, if applicable. For specific instructions, see the EITF Issue.
Impairment Evaluation
The second stage included accounting guidance, which was set to
be effective for reporting periods beginning after June 15, 2004.
However, when entities started to put the impairment requirements
of the EITF into practice, a number of issues became problematic.
In response to concerns, the FASB issued two FSPs. FSP EITF
Issue No. 03-1-1, “Effective Date of Paragraphs 10-20 of EITF
Issue No. 03-1,” delayed the recognition and measurement guidance contained in paragraphs 10 through 20 of EITF Issue No.
03-1. FSP EITF Issue No. 03-1-a, “Implementation Guidance
for the Application of Paragraph 16 of EITF Issue No. 03-1,”
evaluated interest rate impaired debt securities analyzed under
paragraph 16 of EITF Issue No. 03-1.
On June 29, 2005, it was decided not to provide additional guidance on the meaning of other-than-temporary impairment and
the FASB directed the staff to finalize proposed FSP EITF 03-1a, renamed FSP FAS 115-1, Accounting for Certain Investments in
Debt and Equity Securities. This FSP is planned to be issued in the
second half of 2005 and will be effective for other-than-temporary impairment analyses conducted in periods beginning after
September 15, 2005. The FSP will replace the guidance in paragraphs 10 through 18 of EITF Issue No. 03-1, and refer to existing other-than-temporary impairment guidance—for example,
FASB Statement No. 115, Accounting for Certain Investments in
Debt and Equity Securities; APB Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock; and SEC
Staff Accounting Bulletin No. 59, Accounting for Noncurrent
Marketable Equity Securities. If the current FSP is passed as final,
the FSP will affect guidance in the following ways:
• Supersede EITF Issue No. 03-1 and EITF Topic No. D44, Recognition of Other-Than-Temporary Impairment upon
the Planned Sale of a Security Whose Cost Exceeds Fair Value
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• Codify the guidance set forth in EITF Topic D-44 and clarify that an investor should recognize an impairment loss no
later than when the impairment is deemed other than temporary, even if a decision to sell has not been made
Additionally, at the September 7, 2005, FASB meeting, the staff
recommended that the FASB provide transition guidance in this
FSP specifically for the accounting for debt securities subsequent
to an other-than-temporary impairment.
Reminder About the Classification of Cash Receipts From
Inventory Sales

Companies may finance the sale of inventory in various ways,
such as on account or with a note or sales-type lease receivable
(whether long or short term), using various entities in the consolidated group. Paragraph 22a of FASB Statement No. 95, Statement of Cash Flows, states that cash receipts from the sales of
goods or services are operating cash flows. Paragraph 22a clarifies
that classification as an operating activity is required regardless of
whether those cash flows stem from the collection of the receivable from the customer or the sale of the customer receivable to
others; regardless of whether those receivables are on account or
stem from the issuance of a note; and regardless of whether they
are collected in the short term or the long term.
Presenting cash flows between a company and its consolidated subsidiaries as an investing cash outflow and an operating cash inflow
when there has not been a cash inflow to the company on a consolidated basis from the sale of inventory is not in accordance with
GAAP. Similarly, presenting cash receipts from receivables generated
by the sale of inventory as investing activities in the company’s consolidated statements of cash flows is not in accordance with GAAP.
Management should ensure that footnote disclosure identifies where
the cash flows related to the sale of inventory are classified in the
consolidated statements of cash flows and explains the nature of the
receivables/notes/loans and where the cash flows from these transactions are classified in the consolidated statements of cash flows.
Management should also ensure that the line item descriptors on
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the consolidated statements of cash flows are consistent with those
on the consolidated balance sheets and in the financial statement
footnotes detailing the components of finance receivables.

Key Auditing and Accounting Pronouncements
on the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements.
You should check the appropriate standard-setting Web sites
(listed below) for a complete picture of all accounting and auditing
projects in progress. Presented below is brief information about
certain projects that are expected to result in final standards in the
near future. Remember that exposure drafts are nonauthoritative
and cannot be used as a basis for changing GAAP or GAAS.
For an understanding of PCAOB auditing standards on the horizon, refer to the AICPA SEC and PCAOB Alert—2005/06.
The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding exposure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline.
Standard-Setting Body

Web Site

AICPA Auditing Standards Board (ASB)
(Note that for audits of public companies,
the Public Company Accounting Oversight
Board sets auditing standards.)
Public Company Accounting Oversight
Board (PCAOB)
AICPA Accounting Standards Executive
Committee (AcSEC)
Financial Accounting Standards
Board (FASB)
Governmental Accounting Standards
Board (GASB)
Professional Ethics Executive
Committee (PEEC)
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www.aicpa.org/members/div/
auditstd/drafts.htm

www.pcaobus.org
www.aicpa.org/members/div/
acctstd/edo/index.htm
www.fasb.org
www.gasb.org
www.aicpa.org/members/
div/ethics/index.htm

Auditing Pipeline—Nonpublic Companies

Eight SASs Related to Audit Risk
In October 2005, the AICPA’s Auditing Standards Board (ASB)
voted to ballot eight SASs related to risk assessment. One open
item, dealing with materiality, is yet to be resolved. The ASB believes that the requirements and guidance provided in the SASs
would result in a substantial change in audit practice and in more
effective audits. The primary objective of the SASs is to enhance auditors’ application of the audit risk model in practice by requiring:
• More in-depth understanding of the entity and its environment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstatement of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures performed in
response to those risks.
The eight SASs consist of:
• Amendment to “Due Professional Care in the Performance of
Work” of Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
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• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The SASs establish standards and provide guidance concerning
the auditor’s assessment of the risks of material misstatement in a
financial statement audit, and the design and performance of
audit procedures whose nature, timing, and extent are responsive
to the assessed risks. Additionally, the SASs establish standards
and provide guidance on planning and supervision, the nature of
audit evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial statements under audit.
Proposed SAS, Communication of Internal Control Related
Matters Noted in an Audit
This proposed SAS will supersede SAS No. 60, Communication
of Internal Control Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325), and significantly
strengthen the quality of auditor communications of such matters in audits of nonpublic companies. Readers should be alert for
the issuance of a final standard in the first quarter of 2006.
SAS, Audit Documentation
In October 2005, the ASB voted out a SAS on audit documentation that supersedes SAS No. 96 (AICPA, Professional Standards,
vol. 1, AU sec. 339) and establishes standards and provides guidance to an auditor of a nonissuer on audit documentation for audits of financial statements or other financial information being
reported on. In developing this SAS, the ASB considered the documentation requirements of the PCAOB’s Auditing Standard
No. 3, Audit Documentation; the International Auditing and Assurance Standards Board’s exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received from
the National Association of State Boards of Accountancy; and
Government Auditing Standards issued by the Comptroller General of the United States.
In addition to the SAS, the ASB voted out amendments to SAS
No. 1, Codification of Auditing Standards and Procedures (AICPA,
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Professional Standards, vol. 1, AU sec. 530.01 and .05, “Dating of
the Independent Auditor’s Report”). The amendments require
that the auditor’s report not be dated earlier than the date on
which the auditor has obtained sufficient competent audit evidence to support the opinion on the financial statements. The
ASB also voted out an amendment to SAS No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1,
AU sec. 150.05). The amendment adds a requirement for the auditor to document his or her justification for a departure from the
SASs in the working papers.
SAS, Defining Professional Requirements in Statements on
Auditing Standards, and Statement on Standards for Attestation
Engagements, Defining Professional Requirements in Statements
on Standards for Attestation Engagements
In October 2005, the ASB voted out a SAS entitled Defining Professional Requirements in Statements on Auditing Standards and a
Statement on Standards for Attestation Engagements (SSAE) entitled Defining Professional Requirements in Statements on Standards
for Attestation Engagements. The SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility
that the requirements impose on the auditor or the practitioner.
Proposed Statement on Standards for Attestation
Engagements, Reporting on an Entity’s Internal Control
Over Financial Reporting
This proposed SSAE establishes standards and provides guidance to
the practitioner who is engaged to issue or does issue an examination report on the effectiveness of an entity’s internal control over
financial reporting as of a point in time (or on an assertion
thereon). Specifically, guidance is provided regarding the following:
• Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness of an entity’s internal control and the prohibition of acceptance of an engagement to review such subject matter
• Engagements to examine the design and operating effectiveness of an entity’s internal control
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• Engagements to examine the design and operating effectiveness of a portion of an entity’s internal control (for example, internal control over financial reporting of an
entity’s operating division or its accounts receivable)
• Engagements to examine only the suitability of design of
an entity’s internal control (no assertion is made about the
operating effectiveness of internal control)
• Engagements to examine the design and operating effectiveness of an entity’s internal control based on criteria established by a regulatory agency
Readers should be alert for the issuance of a final standard in the
fourth quarter of 2005.
Amendment to SAS No. 69, The Meaning of Present Fairly
in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities
The ASB has issued an exposure draft introducing a proposed SAS
entitled Amendment to Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, for Nongovernmental Entities. This proposed
SAS, which applies only to nongovernmental entities, has been issued in response to the FASB’s proposed Statement of Financial Accounting Standards entitled The Hierarchy of Generally Accepted
Accounting Principles. The FASB proposal moves responsibility for
the GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental
entities from SAS No. 69. The ASB decided to coordinate the provisions and effective date of this exposure draft with the FASB proposed statement, which can be obtained at www.fasb.org.
Auditing Pipeline—Public Companies

PCAOB Auditing Standard No. 4
The PCAOB has adopted PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported Material Weakness Continues to Exist. This standard applies if auditors report on the
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elimination of a material weakness in a company’s internal control
over financial reporting. The standard establishes a voluntary engagement that would be performed at the election of the company.
As of the writing of this Alert, the SEC had not yet approved this
new PCAOB standard and as such it is not yet final or effective.
Readers should be alert to any final SEC approval of this standard.
Related to this standard, the PCAOB is also issuing conforming
amendments to their related auditing and professional practice
standards to which readers should be alert.
PCAOB Ethics and Independence Rules
The PCAOB has adopted Ethics and Independence Rules Concerning Independence, Tax Services, and Contingent Fees. As of the writing of this Alert, the SEC had not yet approved these new PCAOB
rules and as such it is not yet final or effective. Readers should be
alert to any final SEC approval of these rules. See the AICPA Independence and Ethics Alert—2005/06 for further information.
Accounting Pipeline

Proposed FASB Statement, The Hierarchy of Generally
Accepted Accounting Principles
This proposed Statement would identify the sources of accounting principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmental companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently presented in AICPA SAS No. 69. However, the FASB believes that
the GAAP hierarchy should be directed specifically to companies
because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP hierarchy should
reside in the accounting literature established by the FASB. The
FASB decided to carry forward the GAAP hierarchy as set forth
in SAS No. 69, subject to certain modifications. The proposed
Statement would be effective for fiscal periods beginning after
September 15, 2005. Readers should be alert for the issuance of a
final Statement, which is expected at the end of 2005.
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Proposed FASB Statements, Business Combinations, and
Consolidated Financial Statements, Including Accounting and
Reporting of Noncontrolling Interests in Subsidiaries
In these proposed Statements, the FASB plans to revise the existing guidance on the application of the purchase method. The following are among the main proposals:
1. That all acquisitions of businesses be measured at the fair
value of the business acquired.
2. That substantially all of the assets acquired and liabilities
assumed of the acquired business be recognized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international
standards apply substantially the same accounting requirements for their business combinations.
Issuance of the exposure drafts on business combinations, purchase method procedures, and noncontrolling interests are expected in mid-2005. The FASB’s goal is to issue the two final
Standards in the fourth quarter of 2006. The target effective date
for the two proposed Statements is for fiscal years beginning on
or after December 15, 2006.
Proposed FASB Statements, Accounting for Transfers of
Financial Assets, Accounting for Servicing of Financial Assets,
and Accounting for Certain Hybrid Financial Instruments
The exposure draft Accounting for Transfers of Financial Assets is a
revision of a June 2003 exposure draft, Qualifying Special-Purpose
Entities and Isolation of Transferred Assets, and would amend FASB
Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (1) clearly specify the circumstances that require the use of a qualifying special-purpose entity (SPE) in order
to derecognize all or a portion of financial assets, (2) provide additional guidance on permitted activities of qualifying SPEs, (3)
eliminate the prohibition on a qualifying SPE’s ability to hold
passive derivative financial instruments that pertain to beneficial
interests held by a transferor, and (4) revise the initial measure54

ment of interests related to transferred financial assets held by a
transferor. The effective dates associated with this proposed Statement vary; refer to the exposure draft for further information.
The exposure draft Accounting for Servicing of Financial Assets
would also amend FASB Statement No. 140. The proposed
Statement would (1) require all separately recognized servicing
rights to be initially measured at fair value, if practicable; (2) permit an entity to choose between two measurement methods for
each class of separately recognized servicing assets and liabilities;
and (3) require additional disclosures for all separately recognized
servicing rights. The proposed Statement would be effective for
transactions occurring in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal years that begin during
the fiscal quarter in which the Statement is issued.
The proposed Statement Accounting for Certain Hybrid Financial
Instruments would amend Statement No. 140 and Statement No.
133, Accounting for Derivative Instruments and Hedging Activities.
Specifically, the proposed Statement would (1) permit fair value
remeasurement for any hybrid financial instrument that contains
an embedded derivative that otherwise would require bifurcation,
(2) clarify which interest-only strips and principal-only strips are
not subject to the requirements of FASB Statement No. 133, (3)
establish a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are freestanding derivatives or that are hybrid financial instruments that contain an
embedded derivative requiring bifurcation, (4) clarify that concentrations of credit risk in the form of subordination are not embedded derivatives, and (5) eliminate restrictions on a qualifying
SPE’s ability to hold passive derivative financial instruments that
pertain to beneficial interests that are themselves or that contain a
derivative financial instrument. The proposed Statement would
be effective after the earlier of fiscal years beginning after December 15, 2005, or fiscal years that begin during the fiscal quarter in
which the Statement is issued.
Readers should be alert for the issuance of final Statements,
which is expected in the first quarter of 2006. See the FASB Web
site at www.fasb.org for complete information.
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Proposed FASB Statement Fair Value Measurements
In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measurements, which seeks to establish a framework for measuring fair value that would apply
broadly to financial and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the measurements. The fair value framework would clarify the fair value
measurement objective and its application under authoritative
pronouncements that require fair value measurements. The exposure draft would replace any current guidance for measuring fair
value in those pronouncements and would expand current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the fourth quarter of 2005. Refer to
the FASB Web site at www.fasb.org for complete information.
Proposed FASB Statement Earnings per Share—an amendment
of FASB Statement No. 128
This proposed Statement would amend the computations guidance in FASB Statement No. 128, Earnings per Share, for calculating the number of incremental shares included in diluted shares
when applying the Treasury stock method. Also, this proposed
Statement would eliminate the provisions of Statement No. 128
that allow an entity to rebut the presumption that contracts with
the option of settling in either cash or stock will be settled in
stock. In addition, this proposed Statement would require that
shares that will be issued upon conversion of a mandatorily convertible security be included in the weighted-average number of
ordinary shares outstanding used in computing basic earnings per
share from the date when conversion becomes mandatory. Readers should be alert for the issuance of a final Statement, which is
expected to be released in the first quarter of 2006.
Proposed FASB Interpretation Accounting for
Uncertain Tax Positions
In July 2005, the FASB published an exposure draft of a proposed
Interpretation, Accounting for Uncertain Tax Positions, which seeks to
reduce the significant diversity in practice associated with recognition and measurement in the accounting for income taxes. It would
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apply to all tax positions accounted for in accordance with FASB
Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft requires that a tax position meet a “probable recognition
threshold” for the benefit of the uncertain tax position to be recognized in the financial statements. This threshold is to be met assuming that the tax authorities will examine the uncertain tax position.
The exposure draft also contains guidance with respect to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should be derecognized, and other matters.
The effective date of the proposed Interpretation would be as of the
end of the first fiscal year ending after December 15, 2005. A final
Interpretation is expected to be released in the first quarter of 2006.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Readers
should visit the FASB Web site at www.fasb.org/eitf/agenda.shtml
for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress addressing issues related to FASB Statements No. 13, No. 123(R),
and No. 140, and FIN 45. Readers should visit the FASB Web
site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for
complete information.
This Audit Risk Alert replaces the AICPA general Audit Risk
Alert—2004/05. The general Audit Risk Alert is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year’s Alert, please feel free to share
those with us. Any other comments that you have about the Alert
would also be appreciated. You may e-mail these comments to
rdurak@aicpa.org, or write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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